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SRI LANKA - KEY ECONOMIC INDICATORS 


Money values in Exchange rates, SL rupees per U.S. dollar: 
millions of rupees 


1980 1981 
except where noted Seeenia 13-00 20-55 


Annual average 16.55 19.25 


(Proj.) (1) 
1980 1981 % Change 1982 


PRODUCTION AND INVESTMENT 

GDP at Current Prices 62,246 78,506 26.1 102,000 
GNP at Current Prices 61,814 76,831 24. 99,500 
Resident Population (Thousands) 14,988 i 15,242 
Per Capita GNP at Current Prices (Rs.) 5,420 22 6,528 
GNP at Constant (1970) Prices 20,268 4, 21,180 
Real GNP Growth Rate (%) - 4.2 4.5 
Gross Fixed Capital Formation 24,528 ys 30,660 


LABOR, EMPLOYMENT, AND WAGES 
Labor Force (Millions) 
Unemployment (%) 

Minimum Wage Rates (% Growth) 
--Agriculture 

--Industry and Commerce 
--Government 


MONEY AND PRICES 

Ml Growth Rate (%) 29 6 
M2 Growth Rate ($%) 32 23 
Cost of Living Index (% Growth) 38 24 
Wholesale Price Index (% Growth) 34 a 
Commercial Loan Interest Rates ($%) 10-30 11-32 


GOVERNMENT ACCOUNTS 

Expenditures 26,627 28,5862 
--of which Mahaweli investment (3,416) (3,750) 
Revenue 3,202 15,259 
Budget Deficit -i5,365 -13,323 


BALANCE OF PAYMENTS ($ Million) 

Exports, f.0o.b. 1,065 1,061 
--U.S. Share (116) (146) 
imports, C.i.f. 2,052 1,904 
--U.S. Share (90) (129) 
Trade Balance -987 -843 
Current Account Balance -660 -635 
Tourist Receipts aan 130 
Private Remittances 152 229 
Foreign Aid Commitments 639 794 
Gross External Assets (Year End) 376 449 
External Debt (Year End) 1,435 1,695 
Debt Service Ratio (2) 12.4 L134 
Terms of Trade (1978 = 100) 58 


46 - 
Main Imports From U.S. (1981): Wheat and Meslin ($62.0 m.), Aircraft 
and Parts ($14.9 m.), Earthmoving Equipment ($3.7 m.) 
NOTES: (1) GSL and Embassy projections. (2) Ratio of all public/ 


commercial debt service payments, including IMF repurchases, to exports 
of good and services. 


Sources: Central Bank Annual Report, 1981; Public Investment, 1982-86. 





SUMMARY 


Five years of free-wheeling growth, since 1977, have wrought 
Significant changes in Sri Lanka's once-stagnant economy. 
Unemployment is down to an estimated 15 percent, the ambitious 
Mahaweli hydroelectric/irrigation/resettlement program is in 
full swing, trade is booming, and foreign capital continues to 
flow into the country. Along with high growth, however, the 
economy has become overheated, with inflation soaring to the 
20-40 percent range. Budget and balance-of-payments deficits 
have plunged to unsustainable levels. The outlook for 1982-83 
is for even heavier pressures on the budget, balance-of-pay- 
ments, and inflation as Sri Lanka enters the peak years of 
Mahaweli-related expenditures. Efforts to impose belt- 
tightening measures will be complicated by Presidential and 
Parliamentary elections, in which the economy is likely to be 
the number one issue. Thus, Sri Lanka is entering a difficult 
period but could emerge a few years hence with a strong 
foundation for future growth and stability. 


Sri Lanka does not offer a very large market for U.S. exports, 
but there are opportunities in some areas, enhanced by the 
present Government's high-growth, open-market policies. In 
addition, there are attractive incentives for foreign invest- 
ment in Sri Lanka, both inside and outside the Free Trade Zone. 
END SUMMARY. 


I. CURRENT ECONOMIC SITUATION AND TRENDS 


BACKGROUND 


Through centuries of colonial rule under the Portuguese, Dutch, 
and British, Sri Lanka (or Ceylon, as it was known until 1972) 
achieved fame as a significant world supplier of spices, and 
later, plantation crops. The three major tree crops -- tea, 
rubber, and coconuts -- were introduced on a large scale in the 
mid-to-late 1800s and soon became the pillars of the island 
economy, accounting fo# as much as 50 percent of gross national 
product. 


Since independence in 1948, successive governments of both 
major political parties have pursued generous social welfare 
policies, diverting a large share of available resources into 
free or subsidized education, medical care, food, energy, and 
transportation services. As a result, despite its low per 





capita income, the island has come to enjoy an exceptionally 
high “quality of life" rating, and a strong human resource 
base. Sri Lanka's adult literacy rate (87 percent), life 
expectancy at birth (68 years), and other social indicators 
are the envy of other low-income developing countries. 


These ambitious social welfare programs were made possible, in 
part, by the productivity of the plantation sector and by the 
economic boom years associated with World War II and the 
Korean War. Over time, however, the diversion of resources 
away from investment, and into consumption, took its toll on 
economic growth. Heavy taxation of the productive sectors of 
the economy, combined with price controls, discouraged busi- 
ness activity and created supply shortages. The steady intru- 
Sion of government into industry, commerce, and agriculture 

-- viz.,the appearance of more than 80 state corporations in 
virtually all fields of economic endeavor -- tended to foster 
waste, inefficiency, and corruption. Low productivity hurt 
export performance and provided the justification for import 
barriers, in turn contributing further to the general stagna- 
tion of entrepreneurial spirit. On top of all this, the 
economy suffered the ill-fortune of recurring droughts, 
declining external terms of trade, and of course repeated oil 
price shocks beginning in 1973. The situation hit rock 

bottom during the years of the Bandaranaike Jgovernment, 1970- 
1977, as yearly real GNP growth languished in the 3 percent 
range, unemployment reportedly soared to well over 20 percent, 
and housewives were obliged to queue up for scarce supplies of 
rice and other essentials. 


Thus ,the stage was set in 1977, when the United National Party 

(UNP), under the leadership of J.R. Jayewardene, swept into 

office with a five-sixths majority in Parliament and a clear mandate 
to inject new vigor into the economy. 


FIVE YEARS OF ECONOMIC LIBERALIZATION 





The new government immediately launched upon a broad, far- 
reaching program of economic reforms aimed at loosening the 
structure of government controls, allowing freer play to 

market forces, stimulating more rapid economic growth, and 

-- above all -- putting people back to work. Price controls 
were largely dismantled, incentives were offered to private 
investors, and imports were liberalized. Consumer subsidies for 
rice, sugar, flour, kerosene, and transport were sharply 
reduced, and budgetary resources -- supplemented by massive 

new inflows of foreign aid -- were channelled into capital develop- 
ment projects. In contrast with the inward-looking policies 





of previous governments, the new leadership actively welcomed 
and encouraged foreign economic contacts in the form of trade, 
aid, tourism, and investment. In short, the role model for 
economic development was no longer India but Singapore. 


As the centerpiece of its economic strategy -- and a means of 
generating rapid employment -- the Government has identified 
three "lead projects" for special emphasis. (a) The Accelera- 
ted Mahaweli hydroelectric/irrigation/resettlement scheme, at 
a projected cost of some $2 billion over a six-year period, is 
by far the most ambitious. Originally conceived as a 30-year 
undertaking, it involves the construction of four major dams 
along the Mahaweli River and its tributaries and a network of 
downstream irrigation canals stretching from the mountainous 
center of the island in a wide diagonal swath northeast to 
the Trincomalee region. The dams will provide badly needed 
hydroelectric power, while the irrigation works open up dry- 
land areas to intensive agriculture and resettlement of land- 
less farmers. It is expected that the bulk of construc- 

tion will be completed by 1986. (b) The Investment Promotion 
Zone (IPZ), popularly known as the Free Trade Zone, occupies a 
500-acre plot of land adjacent to the Katunayake International 
Airport, 18 miles north of Colombo. Organized under the 
auspices of the Greater Colombo Economic Commission (GCEC), its 
purpose is to attract foreign investment by means of generous 
tax holidays and other incentives, with a view to creating 
jobs and upgrading local technology. (c) Finally, the Housing 
and Urban Development Program, under the patronage of Prime 
Minister R. Premadasa, aims to provide about 133 thousand new 
homes around the island; a new Parliament building at Kotte, 
on the outskirts of Colombo; and a number of administrative, 
commercial, and industrial complexes in Colombo and other 
urban areas. 


The combined effect of economic liberalization and heavy 
capital investment has been quite dramatic. During the four 
years 1978-81, real GNP growth soared to an average annual 

rate of 6.25 percent -- in favorable contrast to the 3.06 
percent recorded during 1971-77. In response to higher market 
prices, rice paddy production expanded by a stunning 7.3 percent per 
annum, raising the prospect of self-sufficiency in rice within 
the next few years. Another success story has been the con- 
struction sector, which showed 19.9 percent annual growth until 
1981, when the "boom" appeared to level off. Growth in the 
manufacturing sector received a quick boost from import liber- 
alization in 1977-78, but has since levelled off, and averaged 





a relatively modest 6.3 percent for the 1978-81 period as a 
whole. 


Particularly impressive has been the rapid expansion of new 
investment, which averaged less than 16 percent of GNP during 
the early 1970s, but rose to an average of 27 percent during 
the 1978-81 period. Both the public and private sectors par- 
ticipated in this growth. The only jarring note here is that 
the new investment appears to have been financed, largely, not 
by increased domestic saving but by inflows of foreign capital 
(mostly concessional). 


Along with more rapid economic growth, remarkable gains have 
been made in cutting down unemployment. The figures are not 
very reliable, but best available estimates put the number of 
unemployed in 1981 at about 857,000 or 15 percent of the labor 
force. This contrasts favorably with the 24 percent unemploy- 
ment rate reportedly prevailing in 1976. Much of the improve- 
ment may be attributed to the exodus of Sri Lankans to jobs in 
the Middle East and elsewhere (overseas workers estimated at 


roughly 100,000), but credit is also due to economic growth 
at home. 


Unfortunately, high growth has also brought high inflation. 
According to best available estimates, consumer prices rose 
at an average rate of about 22 percent per year from 1978 to 
1981, reaching a peak of 38 percent in 1980. To some extent, 
these high rates reflect the dismantling of price controls 
Since 1977 and thus may be attributed to inflationary 
pressures artificially repressed under the previous Govern- 
ment. In addition, much of the inflation represents higher 
prices for imported goods -- notably oil -- accentuated by 
the steady depreciation of the rupee vis-a-vis the U.S. 
dollar. Be that as it may, the average Sri Lankan would 
probably cite inflation as his number one concern under the 
present Government, and many have seen a decline in real 
income since 1977. 


To the extent that inflation has been home grown, the major 
blame must be assigned to money supply growth induced, in 
large measure, by sharply expanding budget deficits since 
1978. In its determination to stimulate rapid growth, the 
Jayewardene government has poured huge amounts of money into 
the three "lead projects" and other capital investments. 

Thus, ironically under leadership committed to a reduced 
government presence, budget deficits ballooned from a level of 





roughly Rs. 3 billion during the latter Bandaranaike years, 
to more than Rs. 15 billion in 1980, much of which had to be 
financed, in effect, by printing new money. 


By the same token, the more rapid pace of economic activity, 
combined with import liberalization, has placed new pressures 
on the balance-of-payments. Whereas during the 1970-77 period, 
the merchandise trade deficit rarely exceeded Rs. 1 billion, 
it shot up to Rs. 2 billion in 1978, and to more than Rs. 16 
billion in 1980 and 1981. Thanks to substantial inflows of 
foreign exchange from tourism, and from Sri Lankans working 
Overseas, the current account deficit has been kept to more 
reasonable proportions. The fact remains, however, that over- 
all balance has been achieved only through heavy new infusions 
of foreign capital, most of it -- fortunately for Sri Lanka 

-~- in the form of foreign aid. External debt has grown 
steadily to a level of about $1.7 billion in 1981 or about 

44 percent of GDP, but the debt service ratio remains at a 
manageable 13.4 percent, thanks to the generous repayment 
terms under which most of the debt was incurred. 


In sum, five years of economic liberalization and high-growth 
policies have wrought significant changes. The Sri Lankan 
economy has quite suddenly become a beehive of activity, and 
people are back at work. Construction is booming, foreign 
capital is flowing into the island, and foreign imports -- 
consumer goods, raw materials, and capital equipment -- are 
now available to satisfy pent-up demand. In the process, 
however, it is clear that the economy has become severely 
overheated. Budget and external payments deficits have 
reached unsustainable levels, and inflation is much too high. 
The challenge in the years ahead will be to cool the economy 
down, somehow, without sacrificing the momentum of growth that 
has been achieved. 


PERFORMANCE IN 1981 


In spite of all the problems associated with an overheating 
economy, performance in 1981 was generally good. Appalled by 
the sharp economic deterioration of the previous year -- 
marked by an inflation rate in the 38 percent range -- econo- 
mic policy-makers moved decisively to reverse the trend. 
Strict belt-tightening measures were imposed on both the bud- 
get and private sector credit -- and adhered to. The budget 
deficit levelled off in nominal terms, and declined signifi- 





cantly as a percentage of GDP, while the broad money supply 
growth rate was reduced to 23 percent. The real payoff, how- 
ever, came in the form of a sharp drop in the inflation rate, 
from 38 to 24 percent -- a remarkable achievement. 


Impressively, these gains were made without a significant fall- 
off of economic growth. Real GDP grew by 5.8 percent, duplica- 
ting the previous year's performance. (Real GNP growth, mean- 
while, suffered from an exceptionally large outflow of "factor 
income" and was limited to 4.2 percent.) The agricultural 
sector led the way with a real growth rate of 6.9 percent, 
thanks to strong results in tea, coconuts, and rice paddy. At 
the other side of the scale, the construction sector -- hampered 
by tight credit -- slumped badly, recording a 3.0 percent 
decline. The industrial sector, turning in a modest but 
respectable 5.5 percent growth rate, remained dominated by: 

(a) chemicals, petroleum, coal, rubber, and plastics; (b) food, 
beverages, and tobacco; and (c) textiles and garments, which 
together accounted for some 86 percent of industrial produc- 
tion. 


Finally, 1981 saw some improvement in Sri Lanka's balance-of- 
payments position, as the trade and current account deficits 
declined for the first time since 1977. Tourist receipts and 
remittances from Sri Lankans working overseas (mainly in the 
Middle East) played an increasingly important role in offset- 
ting the trade deficit. By way of background, the following 
table provides an indication of the structure of Sri Lankan 
trade in 1981 (see also "Key Economic Indicators" table, 
above): 


(Rs. Million, Customs Data) 


Exports Imports 


Tea 6,444 Petroleum 8,627 
Petroleum Products agai Machinery/Equipment 3,876 
Textiles/Garments 3,000 Sugar 2,826 
Rubber 2,895 Textiles/Garments 2,334 
Coconut 1,438 Transport Equipment eyua? 
Other 3,433 Other 15,359 


THE THREE "LEAD PROJECTS": A PROGRESS REPORT 


The success of the Jayewardene government's new economic 
strategy -- and its popular acceptance -- leans heavily upon 





the three lead projects which form the core of the investment 
program. A status report follows: 


THE MAHAWELI PROGRAM: The Accelerated Mahaweli River hydro- 
electric/irrigation/resettlement scheme, an enormously com- 
plex undertaking for a country of Sri Lanka's size, was 
launched in 1978. It is expected that the major bulk of con- 
struction work will be completed between 1980 and 1986, ata 
cost of roughly Rs. 43 billion, or about $2 billion. (To place 
this magnitude in its proper perspective, it is equivalent to 
56 percent of Sri Lanka's entire Gross National Product in 
1981). Attention is currently focussed on the construction of 
four headworks along the Mahaweli River and its tributaries, 
and three major downstream irrigated settlement areas. By all 
accounts, work has proceeded remarkably well on schedule, 
despite inevitable problems and some delays. The following 
table, updated to March 1982, provides a thumbnail sketch of 
the project: 


Generating Foreign Date Estimated 
Capacity Donor Started Completion Date 


Headworks 


Kotmale 132 mw Sweden 1980 1985 
Victoria 210 mw UM, 1980 1985 
Maduru Oya - Canada 1980 1983 
Randenigala 130 mw W.Germ. 1982 1986 


Acreage to Foreign Date Estimated 
be settled Donor Started Completion Date 


Downstream 
irrigation 


System B 120,000 USA, Australia 1982 
Saudi Fund 


System C 60,000 World Bank, 1980 
EEC, Japan 


System H 106,000 Donor Con- 1978 
sortium 





THE INVESTMENT PROMOTION ZONE: The Free Trade Zone, as it is 
usually called, was launched in 1978 under the auspices of the 
Greater Colombo Economic Commission (GCEC), and has enjoyed 
considerable success in attracting foreign investment and 
generating new employment. As of the end of 1981, a total of 
41 companies were in commercial production, employing 20,000 
workers and with a capital investment of about Rs. 761 million, 
or $37 million at current exchange rates. Agreements had been 
Signed for an additional 27 investments. Gross export earnings 
in 1981 amounted to about $46 million. To date, the majority 
of firms in the Free Trade Zone consist of garment factories, 
which, in 1981, accounted for 87 percent of total employment, 
and 88 percent of gross export earnings. However, in view of 
textile quota problems in overseas markets, the Government has 
placed strict controls on the entry of new garment plants and 
has redoubled its efforts to attract investment in other areas, 
specially electronics. Beginning in 1981, the number of new 
investments is levelling off, but investments are increasingly 
concentrated in such areas as footwear, rubber products, gem 
processing, and electrical appliances. Two electronics 
manufacturers from — United States -- Harris Corporation and 
rola -- plan to build semiconductor assembly plants in the 
during 1982 and 1983. Another U.S. firm has reached an 
understanding with the GCEC to develop the infrastructure of a 





second Free Trade Zone, at nearby Biyagama, specializing in 
heavier industry such as metalworking and the manufacture of 
Simple capital goods. The Biyagama Zone has reportedly 
stimulated a fair amount of interest among potential investors. 


The Free Trade Zone has come under criticism from some quarters 
for (a) providing overly generous incentives to foreign investors, 
(b) generating more mente. than exports, and (c) exploiting local 
workers. Free Trade Zone officials respond that generous 
incentives (10-year tax holidays, etc.) have been necessary in the 
past to woo investors away from such competing locales as Korea, 
Malaysia, and Singapore, but that they will be reduced somewhat 

in future years. With respect to the second point, GCEC figures 
show that the Free Trade Zone has indeed generated slightly more 
imports than exports, cumulatively, through March 1982; however, 
much of that is due to the one-time cost of imported capital 
equipment, and indications are that the Zone will be a net 
exporter in 1982 and beyond. Finally, on the question of labor 
"exploitation," GCEC officials point to the fact that the minimum 
vage has recently been raised to Rs. 22.50 (slightly 





more than one dollar) per day, a move which has prompted some 
textile factories outside the Zone to complain of unfair compe- 
tition in the labor market! 


While recognizing the limitations of the Free Trade Zone con- 
cept as a vehicle for economic development, the Jayewardene 
government views the Zone as a net plus for the direct and 
indirect employment that it has generated and the transfer 
of technology and managerial knowhow that, it is expected, 
will ultimately ensue. 


THE HOUSING AND URBAN DEVELOPMENT PROGRAM: During the four 
years from 1978 to 1981, about 56 thousand housing units were 
completed at a cost of some Rs. 3.4 billion, and as of the 

end of 1981, work had begun on an additional 24 thousand units. 
The program aims for the eventual construction of about 133 
thousand new homes. In addition, the impressive new parlia- 
mentary complex at Kotte, built by a Japanese company, was 
finally inaugurated with much fanfare in April 1982, and 
progress is evident on many of the other projects around the 
island. However, in view of the rapid escalation of construc- 
tion costs, and tight budget constraints, work on the housing 
and urban development program appeared to level off somewhat 
in 1981, and the program is expected to absorb a declining 
Share of budgetary resources in future years. 


THE OUTLOOK FOR 1982-83 


THE POLITICAL SETTING: With nationwide elections around the 
corner, it is taken as a maxim that the economic outlook for 
the next year or two will be strongly colored by politics 

-- and vice versa. Under the 1978 constitution, Parliamen- 
tary and Presidential elections must be held no later than 
July 1983 and February 1984, respectively; and there are 
clear indications now that the Presidential poll may be 
advanced to a much earlier date -- possibly as early as 
October 1982. 


The perceived success or failure of the Jayewardene Jgovern- 
ment's high-growth, open-market economic strategy is likely 
to be the number one election issue. On the minus side, 
opponents will point to high inflation, declining real 
income among certain segments of the population, the adverse 





impact of import liberalization on certain domestic industries, 
and the mounting foreign debt burden. A perceived widening of 
the gap between rich and poor is likely to be an issue, and 
questions will be raised about the efficacy and desirability 
of the three "lead projects." On the plus side, supporters 

of the present Government will point to the benefits of 

higher growth, the creation of new jobs, the elimination of 
supply shortages, and the general sense of forward movement 

in contrast to the stagnation of earlier years. Voters will 
be urged to consider the long-term benefits of the Mahaweli 
program and other lead projects, as well as the short-term 
employment benefits. And finally, as in any election year, 
there will be pressures for expanded budget spending in 1982 
and 1983, even if that means higher inflation. 


GROWTH PROSPECTS MIXED: Growth prospects in 1982 are marred 
by the effects of the severe and prolonged drought extending 
through the early months of the year. Rice production is 
expected to fall by 4-9 percent, tea will be flat at best, 
and subsidiary crops are also likely to be affected. The 
Sri Lankan Government projects no more than 1.5 percent real 
growth in the agricultural sector as a whole, which led the 
way with 6.9 percent during the previous year. On the other 
hand, the construction sector should turn in another strong 
performance as the Mahaweli program gets into full swing; 
the Government predicts 12 percent real growth. Industrial 

rowth, particularly outside the Free Trade Zone, remains 
disappointingly flat -- possibly due to the continuing pre- 
ponderance of public sector corporations -- and is not 
likely to demonstrate much dynamism during an election year. 
All things considered, real GDP growth appears likely to 
slump somewhat to the 4.5 - 5.0 range in 1982, and then 
swing back up again in 1983, assuming major export marke’.s 
show signs of recovery from their current recession. Th: 
following official projections, prepared in May 1982, ar:> 
generally viewed as realistic: 


Sector Percent of Real Projected Real 
GDP in 1981 Growth in 1982 

Agriculture 28 — 

Industry 18 8 

Construction 8 .0 

Services 44 ‘ 

Other 2 wood 


100 





GETTING PAST THE "MAHAWELI BULGE": The outlook for Sri Lanka's 
econémy in 1982-83, and in future years, will depend crucially 
on how the budget is managed. This is understandable in view 
of the exceptionally high percentage of GDP taken up by budget 
expenditures. By the same token the Mahaweli program, by far 
the largest single budget item, exerts a significant influence 
over the economy as a whole: heavy new Mahaweli expenditures 
tend to expand the budget deficit, generating inflationary 
pressures, and placing strains on the balance-of-payments. 


According to current projections, expenditures on the Mahaweli 
program will reach their peak in 1982-84. These are the years 
of the so-called Mahaweli bulge during which the economy as 
a whole will be pressed to the limit, and some deterioration 
in economic indicators -- particularly those that relate to 
inflation and the balance-of-payments -- is to be expected. 
The following tablel/ places the problem in numerical context: 


(Rs. Million unless otherwise stated) 


1981 1982 1983 1984 


GDP at Current 13,5006 94,694 108,635 L2Z63739 
Factor Cost 


Budget Expendi- 
tures 28,582 


-- as % of GDP 36 


Mahaweli Capital 
Spending 


-- as % of Budget 


-- as % of GDP 


1/ Drawn from Public Investment, 1982-86, Ministry of Finance 
and Planning, May 1982. GDP figures differ from "Key Economic 
Indicators" above, due to GSL's more optimistic inflationary 
expectations. Projected Mahaweli expenditures drop to 

Rs. 5,294 million in 1985, and even further in subsequent years. 





The overall budget deficit -- further swollen this year by 
unforeseen drought relief expenditures -- is expected to 
expand sharply to Rs. 20.4 billion in 1982, and to Rs. 21.4 
billion in 1983, before leveling off in subsequent years. Of 
particular concern is the so-called unfinanced gap -- i.e., 
that portion of the deficit not covered by domestic savings 
or foreign financing, which must therefore be covered by 
highly inflationary domestic bank borrowing. The unfinanced 
gap in 1982 is projected conservatively at Rs. 5.0 billion. 


The bottom line is that 1982 and 1983 are likely to bring 
larger budget deficits, increased inflationary pressures, and 
heavier strains on the balance of payments as Mahaweli-related 
imports flow into the country. The essence of the Mahaweli 
problem is that expenditures must be incurred now, whereas the 
payoff is some years down the road; in the meantime, the coun- 
try must tighten its belt and cling to its faith in a better 
future. Political considerations related to the elections 

are likely to create additional pressures. However, if the 
economy can weather the storms of the Mahaweli bulge and 
national elections, it should emerge at the other end with a 
strong foundation for future growth and stability. 


INFLATION -- THE NUMBER ONE PROBLEM: Given the many uncertain 
variables, it is impossible to predict with much confidence 
what the inflation rate will be in 1982 and 1983. However, 
considering the effects of the Mahaweli bulge and other 
factors noted above, it appears safe to say that further 
reductions in the inflation rate will be very difficult. 
Assuming the Government pursues reasonably conservative fiscal 
policies, it appears possible that inflation could be kept down 
to something in the 25 percent range, annually, over the next 
two years. Even this will place heavy strains on pocketbooks, 
and many Sri Lankans are likely to see a continued decline in 
real income. 


BALANCE-OF-PAYMENTS DEFICIT WILL WIDEN IN 1982: The trade 


deficit, which was reduced in 1981, is expected to balloon 

back out again in 1982 for a variety of reasons, including: 
shortfalls in tree crop exports as a result of the drought; a 
slowdown in the growth of garment/textile exports due to guota 
restrictions inmajor markets; rising imports of rice, oil, and 
Mahaweli-related capital equipment; and perhaps some further 
deterioration in the terms of trade. As in past years, hefty 
receipts from tourism and Sri Lankans working overseas will go 

a long way towards offsetting the trade deficit but, as shown in 
the "Key Economic Indicators" table above, the current account 





deficit is nonetheless expected to expand to the range of 
$866 million. This will have to be made up through foreign 
aid and commercial loans, adding further to the debt burden. 
In this regard, the continued support of foreign donors has 
been most helpful, since their concessional terms serve to 
minimize debt service obligations. On July 8-9, 1982, 
Western aid donors meeting in Tokyo lived up to GSL expecta- 
tions by pledging some $667.7 million in new aid commitments. 
In addition, negotiations are underway with the International 
Monetary Fund with a view to reaching agreement on possible 
balance-of-payments support in 1982. 


It is generally recognized that balance-of -payments deficits 

of the magnitude experienced in recent years, even discount- 

ing for the temporary strains induced by the Mahaweli program, 
cannot be sustained indefinitely. In the longer term, con- 
tinued growth of the Sri Lankan economy will depend critically 

on the expansion of exports. From this stems the great importance 
that has been attached: to rehabilitation of the tea and rubber 
plantations; to further development of the Free Trade Zone with 
emphasis on increased use of Sri Lankan raw materials; and to 
development of export industries outside the Zone, for which 
there appears to be considerable untapped potential, but on which 
progress to date has been disappointing. 


EXTERNAL DEBT BURDEN WILL RISE SHARPLY: One of the linchpins 
of the high-growth development strategy since 1977 has been 

a massive increase in foreign borrowing, mostly on concessional 
terms. External debt outstanding has climbed steadily to a 
level of about $1.7 billion at the end of 1981. Thanks to 

the favorable terms on which most of the loans have been 
extended, Sri Lanka's debt service ratio has been kept to a 
relatively low 13.4 percent. However, with grace periods 
beginning to expire, and large new commercial loans coming 
due, it appears that 1982 will see a sharp increase in the 
debt service burden, with further increases through the middle 
1980s, at least. Depending on export performance, the debt 
service ratio seems likely to rise sharply towards the 20 
percent level, beginning in 1982. 


EXCHANGE RATE POLICY: Under a system of "free floating" 
exchange rates since 1977, the Sri Lankan rupee has depre- 
ciated steadily against the U.S. dollar. In 1981, the rupee 
depreciated by 14 percent against the dollar and by 7 percent 
against the Japanese yen, but actually appreciated against all 





other major currencies. Changes in the rupee/dollar rate are 
made periodically by the Central Bank, apparently based on a 
very rough calculation as to the purchasing value of the rupee 
relative to a basket of major trading currencies, along with 
other factors. Since exchange rate policy is not based purely 
on mathematics, it is difficult to predict movements simply by 
studying relative rates of inflation in other countries; but 
all things considered, some further depreciation in the rupee 
vis-a-vis the dollar, in the next year or two, appears very 
likely. 


II. IMPLICATIONS FOR THE UNITED STATES 


THE POLITICAL ENVIRONMENT: The following analysis of trade 

and investment prospects for U.S. firms in Sri Lanka looks at 
the 1982-83 time frame, during which time the prospect of 
national elections will dominate the political -- and to some 
extent the economic -- scene. As of mid-1982, it is difficult 
to tell with absolute certainty when Presidential or Parlia- 
mentary elections will actually be held. However, the fact 
that the Cabinet has recently approved draft legislation to 
allow for an early Presidential election has led to speculation 
that it may be held as early as September or October 1982; and 
current thinking is that the Parliamentary elections will be 
held sometime near the statutory deadline, i.e., July 1983. 


At this time, the strongest challenge to the present UNP 
Government comes from the Sri Lanka Freedom Party (SLFP), 
which held office most recently in 1970-77. Traders and 
investors must, obviously, consider what the implications 
would be in the event that the SLFP were to win the Presidency, 
or a majority in Parliament, or both. While the SLFP has not 
recently gone on record with a comprehensive economic policy 
statement, it is generally believed, based on the 1970-77 
experience, that an SLFP government would favor: a more 
restrictive import regime; greater emphasis on import substi- 
tution as opposed to export-led growth; a continuation of the 
Free Trade Zone, but less generous tax incentives for new 
foreign investments both inside and outside the Zone; and 
finally, a return to a more gradual pace of economic growth 
(including Mahaweli construction), price stabilization poli- 
cies, and a rechannelling of resources from capital develop- 
ment back into welfare and consumer subsidy programs. 





TRADE: The UNP Government remains firmly committed to its 
open trading policy and shows no sign of considering a 
re-imposition of quantitative import controls. However, in 
view of Sri Lanka's chronic and serious trade deficits, which 
are generally recognized as unsustainable for very long, there 
may be a move to restructure the tariff schedule in such a way 
as to give greater protection to import-substituting indus- 
tries while helping export industries. The obvious approach 
would be to raise tariffs on certain finished goods and lower 
them on components and raw materials. 


With its population of some 15 million and an annual per capita 
income in the $265 range, Sri Lanka does not offer a particu- 
larly large market for U.S. exports; however, there are oppor- 
tunities in certain areas, enhanced by the UNP government's 
high-growth (viz. Mahaweli) and free-trade policies. The 
Embassy has identified the following areas as offering best 
prospects for incremental U.S. exports in 1982: chemicals, 
particularly fertilizer, artificial resins and plastics; power 
generation and transmission equipment, including gas turbines 
and standby power units; construction equipment, bulldozers, 
etc.; telecommunications equipment; hotel and restaurant equip- 
ment; and automated data processing and business equipment. 

Raw wheat has been, of course, the largest existing U.S. export 
item in Sri Lanka in value terms and will likely remain so 

for the foreseeable future. 


INVESTMENT: As of mid-1982, U.S. investment in Sri Lanka 
remains at a relatively modest $7-8 million. American Express, 
Bank of America, and Citibank all have branch offices in 
Colombo, and Girard Bank recently opened a representative 
office. Other major U.S. investments include IBM, Pfizer, 
Singer, Union Carbide, and Warner-Hudnut, all of which have 
manufacturing facilities aimed at the domestic market. In 
addition, there are several other prospective U.S. investments 
in Sri Lanka, which would collectively multiply the dollar 
equity severalfold. Two electronics firms, Harris Corporation 
and Motorola, have signed agreements for semiconductor assembly 
plants in the Free Trade Zone, and construction has begun on 
the Harris plant. 


The Government is interested in attracting more foreign invest- 
ment to Sri Lanka, particularly in areas which will generate 
high employment, make use of Sri Lankan resources to the 
greatest extent possible, and result in a transfer of techno- 





logy and managerial expertise. Agro-based industries, food and 
rubber processing, textiles and garments, tourism, electronics, 
and mineral-based industries have been identified as areas of 
investment that are both promising and desirable. 


The attractions of investing in Sri Lanka include a low-cost, 
literate, and trainable work force; political stability; 
generous tax incentives under the current Government; and geo- 
graphic proximity to Asian and Middle Eastern markets. Some 
difficulties that have been observed include occasional infra- 
structure bottlenecks (most notably power outages during the 
dry season), high electricity surcharges, and often prolonged 
negotiations necessary before the Government accords final 
approval to investment projects. The current acute shortage of 
foreign exchange means that foreign financing is usually a key 
component of any investment or major sales agreement. 


The Free Trade Zone offers a special attraction to U.S. firms 
interested in investing in Sri Lanka for export to overseas 
markets. Foreign investors are permitted 100 percent equity 
ownership, and imports are of course duty free. Tax exemp- 
tions of up to 10 years have been granted in the past, but this 
incentive is being cut back somewhat; in view of Sri Lanka's 
growing budget revenue requirements, tax holidays for future 
investments are likely to be shorter. 


Finally, U.S. investors will be interested to note that 

Sri Lanka is one of a handful of developing countries, world- 
wide, singled out for special emphasis in-the new "Private 
Enterprise Promotion" program under the United States Agency 
for International Development (A.I.D.). A small project has 
already been set up, under A.I.D. auspices, to study ways in 
which foreign investment in Sri Lanka might be facilitated as 
a means of promoting the development process. 
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